In 2008, Vikram Pandit became the CEO of Citigroup. Pandit had joined the company six months prior as head of investment banking and alternative investments after Citigroup purchased the hedge fund he managed, Old Lane Partners, for $800 million. Between the $165.2 million in proceeds Pandit accrued in the sale and the $40 million compensation package he was offered when appointed CEO, the New York Times dubbed him "Citigroup's quarter-billion dollar man."
1
Despite the headlines, however, Pandit never actually received this amount of money. By the time Pandit's share of Old Lane Partners was liquidated in May 2008, it was worth a fraction of the original value, and the nearly $40 million in restricted shares and stock options awarded to him at promotion were worth only $4 million when they vested years later (see Exhibit 1).
2
As this example suggests, executive compensation figures are not always what they seem. Executive pay packages contain a diverse mix of cash and non-cash incentives, payable in one or multiple years and subject to accruals, estimates, and restrictions that often render their ultimate value quite different from their expected value. The Securities and Exchange Commission standardizes the manner in which compensation is quantified and disclosed to investors in the annual proxy.
3 However, even there, compensation figures comingle forward-and backward-looking amounts, as well as fixed and contingent payments, that make it difficult for investors to understand what compensation has been promised to executives and what they eventually earn.
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MeasurIng executIve coMpensatIon
Executive compensation can be measured in many ways, three of which include:
• Expected compensation represents the total expected value of compensation promised to an executive in a given year. Because not all compensation is received in the year it is awarded, the value of certain elements must be estimated. The precision of these estimates will vary depending on performance-and market-related sensitivities. For example, the expected value of a salary is known with a fairly high degree of certainty, because it is delivered on a pro rata basis throughout the year based on a promised and fixed amount. The expected value of a cash bonus is typically known with less, but still some, precision because it falls within a range (minimum, target, and maximum) that is bounded by the achievement of predetermined objectives. 4 The value of long-term incentives such as restricted stock, stock options, and long-term cash plans is known with far less certainty because these elements are subject to multi-year strategic, financial, and stock price results that are unknown in advance. 5 The expected value of long-term incentives is therefore measured using a probableoutcome estimate or market-based valuation.
• Earned compensation represents the total value of compensation that an executive "earns the right to keep" as cash is delivered and vesting restrictions are removed from equity-linked elements. Salary and annual bonuses are earned over one-year periods. Long-term cash awards are typically earned at the end of multiple-year periods. 6 Equity awards are earned as they vest.
In the case of restricted stock, the earned value is determined based on the stock price on the vesting date. The earned value of stock options is based on either the Black-Scholes value or the intrinsic value on the vesting date. 7 Note that if the stock price has appreciated or declined materially since the original grant date, the earned value might differ considerably from the original expected value. In most cases, the total compensation earned in a year comprises some elements awarded in the current year and other elements awarded in previous years.
• Realized compensation represents the total value of compensation that an executive converts to cash in a given year. For cash awards (salary, bonus, and long-term cash plans), the earned value is the same as the realized value. 8 For equity awards, the realized value is the amount of cash received when the executive ultimately sells shares or exercises (and sells) stock options.
9 If the executive cashes out these pay elements on the vesting day, the earned amount will approximate the realized amount. If the executive holds equity awards beyond the vesting date, the realized amount will be higher or lower than the earned amount depending on whether the stock price subsequently increased or declined. Earned equity compensation that is retained after the vesting date therefore remains "at risk" until it has been sold. Like earned compensation, realized compensation often comprises pay elements awarded over multiple years and the realized amount is a function of firm performance over this period.
These distinctions are important because each figure conveys different information to corporate stakeholders. Expected compensation is a forwardlooking view of the reward opportunities available to an executive. It reflects both the target level of compensation to attract and retain qualified talent in a competitive labor market and the mix of pay opportunities to motivate an executive to achieve corporate targets. 10 The size and mix of expected compensation therefore provide insight into the incentives offered to management. By contrast, earned and realized compensation are backwardlooking views of the rewards that an executive actually received for his or her efforts. These values can be compared to corporate performance during the measurement period to assess the relative pay versus performance relationship in the compensation plan. When earned compensation is highly correlated with improvements in strategic, financial, and stock price results, the compensation plan can be said to offer strong pay for performance. When earned compensation is uncorrelated with these, the plan does not offer pay for performance.
11 Finally, earned compensation that has not been realized continues to provide incentive to the executive because his or her efforts can enhance its future value; once an executive realizes this value by cashing out equity grants it no longer provides incentive.
12
Unfortunately, the information to assess the incentive value of compensation and pay for performance is not readily available to shareholders. This is because expected, earned, and realized compensation in a given year are rarely disclosed to the public. Although comprehensive information is mandated by the SEC and included in the annual proxy, it is not explicitly summarized along the dimensions discussed above. Instead, the annual proxy contains a Summary Compensation Table that combines expected, earned, and realized amounts (see Exhibit 2). The investor must comb through the explanatory notes to calculate these metrics. 13 Furthermore, proxy advisory firms do not assist in the matter. For example, in formulating a recommendation on executive compensation plans, Institutional Shareholder Services (the largest proxy advisory firm) compares the year-over-year change in reported compensation to previous one-and three-year total shareholder return. This approach is flawed because it takes a compensation figure that is predominantly forward-looking and compares it to backward-looking stock-price changes. A more reasonable methodology would compare the change in earned compensation to the change in stock-price during the same measurement period. In addition, ISS likely overstates the expected value of stock option plans by assuming that executives hold their options for the full term (generally ten years) before exercising them, when research shows that executives routinely exercise stock options early.
14 As a result, the expected value assigned by ISS tends to exceed the value that is reported in the Summary Compensation Table. 15 Finally, journalists do not consistently distinguish between earned and expected compensation. For example, a recent article in The New York Times reported that Viacom CEO Philippe Dauman received total compensation of $84.5 million in 2010, more than twice the amount awarded the previous year. The article quoted a compensation consultant as stating, "This is spectacular money but where are the spectacular results?" Noting that the company's stock price had barely moved in three years, he asked: "Is that really worth this award?" 16 Had the article reported Dauman's compensation on an earned, rather than expected, basis the numbers would have looked quite different. Rather than report a 150 percent increase in compensation from $34 million to $84.5 million, the article would have shown a 26 percent increase from $17.2 million to $21.6 million. Furthermore, one-quarter of the nearly 500,000 options that Dauman had been awarded in previous years vested out-of-the-money in 2010, indicating that unless he subsequently increased the stock price he stood to earn no value from these awards, despite the fact that they were originally reported with an expected value of more than $7 million. Similarly, much of the $84.5 million in compensation granted to Dauman in 2010 was in the form of stock options and performance units, suggesting that their future value would depend heavily on his ability to increase shareholder value (see Exhibit 3). 17 This article is but one example of the confusion that is prevalent between the incentives that expected compensation provides for future performance and the rewards that earned compensation offers for previous performance. Mar. 20, 2009 and Mar. 12, 2010 with the SEC. 3 The Internal Revenue Service also standardizes the calculation of income for tax purposes. Its method is different from that employed by the SEC and is also different from those discussed below. 4 The degree of precision is largely driven by the plan's design. 5 Furthermore, financial and stock-price performance might be influenced by macroeconomic factors that are largely outside of the executive's control. 6 Because long-term cash awards require an executive to be employed through the payment date, they are earned as received (rather than accrued over the performance period) even though their final value is generally based on multi-year performance. 7 The Black-Scholes model takes into account the current price, strike price, expected volatility, risk-free rate, dividend yield, and time to expiration. When companies value stock option grants they typically apply a haircut to the time to expiration to take into account the fact that compensatory options are often non-transferable and generally not held to expiration because executive tend to exercise them early. Intrinsic value is a simpler method for estimating earned value because it is calculated by subtracting the exercise price from the current stock price. However, it does not take into account the potential for future gain. 8 In many companies, executives are eligible to participate in nonqualified deferred compensation plans and supplemental executive retirement plans (SERPs). In these instances, amounts are "earned" as they accrue and become vested; however, because they will not become payable until sometime in the future, they effectively become debt instruments (and executives face the same risks as other debtholders) and pay is therefore not "realized" until that future date. 9 That is, earned compensation is the amount of pay that an executive can cash in, while realized compensation is the amount of pay that an executive actually cashes in. 10 The compensation mix will include pay elements that are short-or long-term, accounting-or stock-price based, and fixed or contingent (risky). To determine the size and mix of incentive compensation, the board of directors typically benchmarks the compensation program against those of a peer group of companies that are similar in size, industry, complexity, etc. 11 There will almost certainly be pay-for-performance in any contract that includes large amounts of contingent compensation awards (restricted shares, stock options, long-term cash plans, etc), because the value of realized pay is directly related to operating and stock price results. 30, 2007 30, , apr. 18, 2008 30, , apr. 17, 2009 30, , apr. 16, 2010 30, , and Jan. 21, 2011 
